
























































| They came highly recommended to the Commission for this
task by 24 sources. Of these, 12 were either chief executives

of major oil companies or their paid lobbyists; 9 were executives
of insurance companies which have major oil company executives

on their boards of directors; 3 were federal government officials,
two who became major oil company executives on their retirement,
including one who is DeGolyer's son-in-law.

It is noteworthy that the independent segment of the market
was not consulted.

The Committee cannot find where the Commission launched an
inquiry to determine either their expertise in crude oil market-
ing or their lack of bias.

Although DeGolyer & MacNaughton were commissioned to analyze
the fairness of the price paid by the major oil companies to the
State, they could well have been involved in a conflict of interest
between the State and their principal clients -- the major oil
companies.

The DeGolyer & MacNaughton Report concluded that there was
a direct relationship between the prices in California of residual
fuel oil and the heavy crude oils which contained a large propor-
tion of residual fuel oil. It pointed out that because there was
a glut on the market of residual fuel oil at the time the study
was prepared, the price of crude oils heavy in that product would
have to be Tow. They anticipated that the price would go up when
the glut ended.

The Committee finds DeGolyer & MacNaughton's conclusion,
that the price of heavy crude oil was directly related to the

price of residual fuel oil, is comp]etely unsupported by the data
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contained in the report. An analysis of the charts on which
DeGolyer & MacNaughton based its conclusion demonstrates only a
fair relationship between the prices of heavy crude oil and resid-
ual fuel oil prior to 1958 (See Insert, Pages 1 & 3). Subsequent
to mid-1958, the relationship is effectively zero. (See Insert
Pages 2 & 3). During the 10 years between September 1958 and
preparation of the report in 1968, the price of crude o0il changed
a total of four times over a range of 20¢; the price of residual
fuel 011 fluctuated nine times over a range of $1.25. The Com-
mission has stated that, "The Division staff was fully satisfied
with the DeGolyer & MacNaughton report ..."

In the years subsequent to 1968, the price of residual
fuel 011 skyrocketed and the price of crude o0il increased very
little, contrary to the prediction of DeGolyer & MacNaughton.

The Committee notes that even at the time the report was sub-
mitted, data from the report showed it to be inaccurate.

Another reason set forth by the Commission why it did not
offer the crude o0il for sale was that there was a surplus of crude
0il in the industry. This cqnclusion was based on the DeGolyer &
MacNaughton Report, on responses from the major oil companies to
a Commission questionnaire, and on an "informal survey", the results
of which were not provided by the Division to the Committee.

The Committee sought information directly from the inde-
pendent refiners of the State regarding their crude oil position
between 1968 and 1973. The respondents indicated that they were
running a total of 44,000 barrels per day less than capacity.

The amount of o1l which could have been put up for sale under the

Tract 1 agreement totaled about 12,000 barrels a day. The
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EXPLANATION OF FIGURES 1 AND 2

The solid 45° 1ine, starting from‘the lower left corner of
Figure 1, shows the location of the observations if the prices
for crude oil and for heayy fuel oil were Tdentical at all times.

The actual relationship between the two sgries of prices
for the earlier period, 1951 to 1957, is shown by the broken line.
There was direct correlation, as the 1ine slopes upward to the
right. The correlation is not very high, however, as shown by the
way the dots (representing the prices for each oil when either
price changed) scatter aboye and below the regression line. The
coefficient of correlation is 0.590. }or perfect correlation
(the 45° 1ine), the coefficient would be 1; for a shotgun pattern,
with the dots evenly distributed over the whole chart, the coeffi-
cient would be 0. A coefficient of 0.590 as here is a fairly thin
basis for claiming that the price of crude oil is necessarily tied
to the price of heavy fuel oil.

Figure 2 shows that for the period from 1958 to the date
of the DeGolyer and MacNaughton report, there was substantially
no correlation. A perfectly flat line shows zero correlation.
No matter what happened to the price of heavy fuel o0il, ranging
between $1.75 and $2.80, the price of crude oil only changed a
few cents in the entire 10 year period and showed no change at
all from mid-1963 to the end of 1967. The coefficient of corre-
lation is 0.135, so lTow as to be absolutely useless as a device

for predicting the price of crude oil.



Table 1

CHANGES OF 14° WILMINGTON CRUDE OIL AND HEAVY FUEL PRICES

1951 - 1967
Crude 0i1 Heavy Fuel
Date Price/Barrel Date Price/Barre]

1 January, 1951 $1.88 January, 1951 $1.878
2 February 16, 1953 1.98 February 16, 1953 1.951
3 June, 1954 1.900
4 November, 1954 1.768
5 October 17, 1955 2.08 October 17, 1955 1.979
6 February 7, 1956 2.13 February 7, 1956 2.180
7 November 19, 1956 2.53 November 19, 1956 2.689
8 January 17, 1957 2.78 January, 1957 2.926
9 April, 1958 3.45
10 April 14, 1958 2.58 April 14, 1958 3.054
11 June 24, 1958 - 2.38 June 24, 1958 3.050
12 September 30, 1958 1.88 September 30, 1958 2.80
13 September 11, 1959 1.78

14 July, 1960 2.15
15 September 24, 1960 1.88 September 24, 1960 2.271
16 January 22, 1962 1.98 January 22, 1962 3.00
17 June 1, 1963 1.88 June 1, 1963 2.075
18 December, 1963 1.875
19 October, 1964 1.975
20 January, 1965 2.050
21 May, 1967 1.850
22 June, 1967 1.750

SOURCE: DeGolyer and MacNaughton, Report on Crude 0il Pricing in California
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independent segment of the industry could have easily absorbed
the sell-off and still been running at significantly less than its
capacity.

In its defense, the Commission has said that if the sell-
offs had taken place earlier, they would have brought significant-
1y lower prices than did later sales and that the State would
have lost money by not receiving the higher prices.

Had the Commission written sell-off contracts in 1968 on
the same three year basis as it sold the oil in 1971, the oil
would have been up for sale again in 1971. During the three year
delay, the State was effectively disposing of the "sell-off" o0il
to the major oil companies at prices lower than they might have
brought on the open market. Even if the winning bid had been only
1¢ per barrel over posted, in the three years this would have
meant $146,179 in additional income to the State for this oil. If
the winning bids had been the more realistic figure of 15.629¢
over posted, the lowest winning bid in 1971, the benefit to the
State would have been $2,284,623.

The Committee finds that the history of the Tract 1 sell-
off is one of extreme neglect on the part of the Commission. The
Commission failed:

1) To retain an appropriate consulting firm, both in
terms of expertise and in terms of lack of bias to
study the market;

2) To read the resulting study closely enough to tell
that its conclusions didn't agree with its data;

3) To initiate a sell-off when all evidence indicated

that one was needed.
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The Committee finds that these three things in combination
have cost the State millions of dollars. The cost to the State
was not only direct loss of revenues, but also the indirect costs
in other tideland oil production revenues. Furthermore, one of
the reasons for the sell-off provisions was to provide for the
independent refiners to participate in the program and prevent
monopolization of the industry by the major oil companies. This
benefit was lost by not invoking the sell-off provisions.

2) The Terms of the Sell-off Contract:

The terms of the THUMS sell-off were of great importance
to the State. The Tract 1 contract is very intricate, and choos-
ing the proper bid factor has a significant effect on the income
of the State. The Committee finds that the Commission chose a
standard which resulted in the minimum increase in revenue to the
State.

As noted above, the contractors on Tract 1 are required
to pay the State on the basis of the highest of four alternative
provisions and the "most favored nation" clause. One of the
standards is the weighted average of prices paid by substantial
purchasers for "purchases of 0il" in the Wilmington Field. To
prevent a perpetual spiral of prices caused by feeding back sell-
off prices into the formula for evaluating the price the contractor
must pay Long Beach on behalf of the State, the attorney for the
Commission determined that the bid price must be excluded from the
definition of fpurchases of oi]ﬁ. This perpetua] price spiral
could have been avqided, however, in another way. If the bid
called for a firm price, the contractor's price would be adjusted
upward once, and the bidder's price wouid remain at the firm level,

ending the cycle.
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A second requirement of the bidding was that the bid price
héd to be equal to or higher than the price the contractors were
paying under the four alternative standards, excluding the "most
favored nation" clause.

As far as the Commission could see they had four possible
bidding alternatives (see Transcript of Proceedings, California
State Lands Commission, Sell-off Hearing - Tract No. 1, Long
Beach Unit, April 20, 1971, at 6-12). These were: "X" dollars
per barrel over the price the contractors paid to the City on the
State's behalf; 100% + X% of the price the THUMS companies paid
the City; a cash bonus in addition to the price the contractors
pay the City; and a flat price, provided it was not less than the
price the contractors pay the City. Referring to these standards,
the Division's attorney stated that whichever standard was chosen,
the bid price would not qualify as a "purchase of o0il" and would
not change the price the contractors had to pay (Transcript at 8).

The Committee finds this is a misreading of the contract.
The last of the four standards must be defined as a purchase of
0oil. The bid price, being firm, would not be interdependent with
the contractors' price, and thus would qualify as a purchase of
oil.

None of the potential bidders who appeared at the hearing
favored the firm-price bid, but the Commission gave no real con-
sideration to any bid factor other than the one the bidders did
favor, i.e., "X" dollars over the contractors' price. Had the
Commission given due consideration to the interests of the State
and not misinterpreted the contract, it could have maximized the

State revenues by choosing a standard which would increase the
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price of all the oil from the field rather than Just the amount
which was sold off.

3) Subsequent Sell-offs:

There are three other tracts in the Long Beach area from
which the State had the power to sell-off crude oil, Tract 2, a
part of the Long Beach Unit, and two older fields known as
Parcel A and L.B.0.D. Additionally, the State had the right to
take o0il in kind from approximately 80 leases in the Huntington
Beach area and Santa Barbara area.

The Committee finds that delays in the implementation of
these sell-offs were very costly.

Given the success of the Tract 1 sell-off, there should
have been an immediate move to sell-off the remaining available
oil. Parcel A, L.B.0.D. and Tract 2 had a total of 5,130 barrels
per day available for sell-off. However, the next sell-offs,
from L.B.0.D. and Parcel A, did not take place until a year after
the Tract 1 sell-off, on November 6, 1972. |

Further, as of the hearing of the Committee on February 26
and 27, 1973, nothing had been done by the Commission to prepare
for sell-offs of the Tract 2 o0il or of any of the other 6ffshore
royalty oil. The latter group of sell-offs eventually took place
on August 23, September 26 and September 28, 1973. The results
of these sell-offs brought bids as much as $1.27 per barrel high-
er than the posted price.

The sell-offs might not haye brought so high a price had
they taken place earlier.  Howeyer, between the date of the bid-
ding and the acceptance of the bids by the Commission, the Cost

of Living Council prohibited the State from selling crude oil at
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this higher price. Thus, the State has received nothing from
these sell-offs. Had the sell-offs taken place timely, the State
would have had substantial increases in revenue. The delay brought
the State into the "Phase IV" prohibitions, and prevented the State
from getting the increase.
4) Inspection and Analysis of Major 0il Company Documents:
The Tract 1 contract is very specific as to the right of
the State not only to demand lists of purchases and sales from
the contractors and schedules of prices, but to permit the State:
"to examine relevant books, ledgers, accounts,
correspondence, memoranda, and other records in the
possession of, or under the control of (the) Contrac-
tor ... for the purpose of obtaining and confirming
information relevant to or necessary for the impte-
mentation offfhe valuation provisions contained in
this Article 9 ..."
Among the provisions of Article 9 is the "most favored
nation" clause, which, as noted above, requires the contractors
to pay the State the highest value for o0il acquired in the
Wilmington Field, whether the acquisition is by sale or exchange.
The word "exchange" is crucial.
The Committee has found there is an unwritten rule among
the major o0il companies in the industry that crude oil transactions
take place only at posted prices, except for exchanges.
Evidence before the Committee indicates that the majors
exchange crude o0il because the refinery value of crude oil is not

represented by the posted price.

17



The majors are able to purchase 01l at a price so low they
can make exhorbitant profits in the refinery. It is unlikely they
would sell this crude at this depressed price they bought it for,
and give up the refinery profit. So when they have to sell this
crude because they lack transportation facilities or temporary
refinery capacity, but a competitor is equipped to handle the
previously purchased crude, they insist on purchasing another
crude from the competitors at the same depressed prices in return.

Many of the decisions made by the Commission indicate that
they cannot distinguish between independent producers and major
0oil companies. The State, like all independent producers, must
make its profits in crude oil sales. The majors can shift their
profits among production, refining and marketing. At present,
the biggest profits in the industry in California are being made
in refining, at the expense of production. This puts the State
and other independent producers in a posture antithetical to the
major oil companies.

The City of Long Beach has recognized this by joining the
Independent 0il1 and Gas Producers of California, a trade organi-
zation of those in the same boat as the State, and is a member of
the board of directors.

The Committee finds that the exchange system is perpetuat-

ing this inequity and is at the heart of the undervaluation of

California's tidelands oil.
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The 3-cut exchange4 completely sidesteps the money market-
place. It is extremely difficult to evaluate each cut. The State
rarely has a cut analysis of the crude it is selling, even if it
could evaluate each cut. This collection of hidden data makes the
3-cut exchange an excellent device for masking the disparity be-
tween the posted price and the "price" at which the majors deal
with each other.

The Committee concludes that the inclusion of the exchange
provision in the "most favored nation" clause was a recognition
of the reality that the o011 companies barter oil on a different
economic basis than they do when they simply purchase o0il for cash.

The "most favored nation" clause enables the Division to
receive for its own Tract 1 crude oil the value of oils which any
of the contractors in Tract 1 gives up when acquiring Wilmington
crude. Further, the information provision allows the State to
examine all books and records which reflect the negotiations and

evaluations of the o0il companies when involved in 3-cut exchanges

4 Crude o0il is a broad mixture of hydro-carbons which boil
at various temperatures. Of the three basic mixtures,
Cut One, which boils at temperatures below 400° is essen-
tially gasoline and jet fuel components.

Cut Two, which boils between 400° and 650° is essentially
diesel and other jet fuel components.

Cut Three is essentially fuel oil, boiling above 6500,
In a Three-Cut exchange transaction, each side exchanges
several crudes with the other, trying to keep in balance

the number of barrels, and the number of barrels of each
llcutll .
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with THUMS crude or in posted price exchanges for the same
crudes.

In a lTetter to the Chairman of the Commission, the
Committee asked what efforts the Commission had made to implement
the inspection clause of the contract, particularly with respect
to exchange agreements, and what else had been done to analyze
3-cut exchanges.

The Commission responded, first by stating:

"It should be noted that an audit by Price-Waterhouse

(sic) and Company, dated November 17, 1967, ordered by the

State, reviewed compliance with Article 9. In commenting

on Article 9(c), which encompasses exchange agreements,

the audit noted that: 'There have been no known price
variations which would necessitate adjustment.' "

What is surprising to the Committee is not the conclusion
that Price-Waterhouse reached, but the fact that the Commission
hired the regular auditor for Standard 0il Company of California,
Exxon, and Shell 0il Company and other major o0il companies. It
requires the utmost naivete to assume that the regular auditor of
these companies would expose the intricacies of exchange account-
ing to a one-time client who would use the information against
three of its largest steady clients.

The Commission response continues:

"Until 19]2, the Division was satisfied that the

bulk of oil from Named Fields being transferred by ex-

change agreements was in reference to posted prices.

With the advent of the crude oil sell-offs, effective

July 1, 1972, exchange agreements became of moment
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"because small companies were now directly involved,

with the possibility that bonuses or premiums were

part of the consideration. Accordingly, 1972 exchange
agreements and transactions were audited in the following
year by the Division. On March 27, 1973, the Acting
Executive Officer wrote to the eight companies comprising
the contractors of Tract 1 and Tract 2, Long Beach Unit,
demanding that they furnish information on acquisitions

of 0il in the Wilmington 0i1 Field by exchange ..."

The Committee has not found any evidence to verify either
of the first two sentences in this statement. First, based on
years of experience in the industry by several of the Committee
staff (one of whom had extensive experience in exchange account-
ing) and on a review of the documents the Committee subpoenaed
from oil companies, there have been extensive 3-cut exchanges of
Wilmington crude o0il since the Long Beach Unit went into produc-
tion in 1965. These exchanges have no reference to the posted
price.

Second, 3-cut exchanges take place only among majors.
Exchanges with reference to posted price take place mostly with
independents, and independents do not have the benefits of 3-cut
exchanges.

The next two sentences of the statement omit some important
information. In the Hearing of the Joint Committee on Public
Domain on February 26—27, 1973, the Chairman inquired about the
Division's efforts to analyze crude oil exchanges and was told:

"Really, I don't think we're staffed up to go in to

try and investigate all exchange agreements. We can
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"perhaps pursue this particular problem. This is quite

a job we're taking on to try and evaluate crude oil ex-

changes. This is a very complex thing.ﬁ
Thus, if the Commission had not urged it, the inquiry would not
have been made.

The Division has not received all the basic data necessary
to the evaluation of the crude oil. They have asked the major
0il companies for these data and the major oil companies have
refused to give it to them.

There are two important points here. One is that the
1nspec§ion clauses were not utilized until the past year because
the Commission failed to realize their value. Second, is that
when the information to be obtained was brought to the attention
of the Division by the Committee, neither the Commission or Divi-
sion had the talent or expertise to evaluate the 3-cut exchanges.

The Committee charges the Commission was remiss in not
maintaining an aggressive posture and actively pursuing the docu-

ments by way of court order if necessary.

B. Activities Relating to Other Offshore Crude 0il Production

Cunningham-Shell Contracts have completely different pricing
and royalty provisions than the Long Beach Unit contracts. The
Santa Barbara area and the Huntington Beach area offshore 0il con-
tracts generally call for a minimum of 16-2/3% royalty. The royalty
may, at the option of the State, be taken in cash or in kind. If
taken in cash, the amount which the producing company must pay is

the fair market price "as determined by the State".
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The statutes under which the oil-bearing tidelands are
leased restrict the discretion of the Commission. About five
of the older leases limit the discretion of the Commission to
prevent it from over-charging the oil companies. About 55 more
recent leases also 1limit the discretion of the Commission to pre-
vent it from under-charging the oil companies, and thereby cheat-
ing the State of its due. The Committee finds the activity of
the Commission indicates the wisdom of this latter legislative
policy. Finally, about 20 leases, under certain conditions,
Timit the Commission's discretion both ways.

A rational program of "determining the fair market value"
of crude 0il in the offshore areas would have included a program
of sell-offs of royalty oil at regular intervals, from dispersed
areas of production, and including various qualities of crude oil.
The sell-offs would be spaced in time to account for changing
market values. The results of the sell-offs would be used to
adjust the fair market value of royalties being paid in cash.
Contracts placing a ceiling on the fair market price should be
used as sell-off oil.

In making its determination of fair market price, the
Division has always adopted the posted price. It has never made
any market studies to determine if the fair market price may be
something other than the price posted in the field.

It is obvious to the Commitfee that when the technologi-
cally least sophisticated refining companies bid higher than the
posted prices, the Commission should have questioned its old stan-
dard. This was not done. The Chairman of the Committee, in a

letter of September 19, 1973, called the attention of the Chairman
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of the Commission to this pricing provision, urging him to "set
the current market price of crude 0il at a price which reflects
the recent bids for the State 'in kind' royalty oil and demand a
payment from the lessees for this higher amount". By that point
the bids had reached 77¢ per barrel over posted, and would soon
reach $1.27 over posted. The Chairman of the Commission refused
to take appropriate action.

In a response of May 14, 1974 to various questions pro-
pounded by the Chairman of the Committee, the Commission proposed
three reasons why it did not apply the bid prices to the other
State offshore oil. First, it claimed that it should only use
data from the same or nearest producing field to determine the
fair market price. This limited the application of bid prices
to the Huntington Beach area. The Committee finds this to be a
completely arbitrary decision.

The Huntington Beach and Long Beach fields are only separ-
ated by 10 miles and are included in the same schedule of posted
prices. Distance factors are accounted for in the posting. The
distance from the Long Beach Unit is no valid excuse for the Com-
mission to abdicate its duty to use the Long Beach bid price to
determine the fair market price of Huntington Beach oil.

Second, the Commission concluded that the range of bids
did not indicate a great disparity between posted prices and
market value. The highest winning bid on the Tract 1 sell-off
was 21.4¢ over the posted price; the Towest winning bid was 15.6¢

over. The price of Wilmington 18° crude, the type which was being

sold off by the Tract 1 bidding, was $2.61 per barrel on the date
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that the sell-off was held. The winning bids ranged from
roughly 6% to 8% higher than the current market price.

It is worth noting that the Commission dismissed this as
“representing the particular needs of the bidders". The bidders
in this case were the least technically advanced firms in the
industrys. Thus, the o0il was worth less to them than to the
major companies which set the posted price. How can a fair mar-
ket price be set if not by the price purchasers are willing to
pay, considering their own "particular needs"?

Finally, the Division justified their failure to raise
prices in the Huntington Beach area on the grounds that at least
one of the leases had a provision preventing the State from set-
ting a higher price than was being offered by major oil companies
in the area for similar types of oil.

The Committee notes that this one lease does not justify
the Commission's failure to take advantage of the available in-

crease in prices with respect to the remaining Huntington Beach

leases.

5 The value of the products a refinery can make from heavy
crude 0il is dependent on the degree of technology incor-
porated in the refinery. A simple refinery may consist of
a simple distillation unit, which can do nothing more than
"fractionate" the crude o0il, i.e., separate it into com-
ponents of various boiling points. 1If the crude o0il being
run is heavy, the products will have a large proportion
of the less valuable, heavy fuel oil. A more advanced
refinery,on the other hand, will have a variety of units
for "cracking" the heavy products into lighter, more val-
uable products. It can, in effect, turn cheap fuel oil
into high-priced gasoline at the ratio of 5 barrels of
gasoline for every 4 barrels of fuel oil. Very few of the
independent refiners in California have substantial crack-
ing equipment; all of the majors have. Most of the crude
0oil in the State, including the Tract 1 o0il, is very heavy.
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Unquestionably, the Commission was derelict in this area
of its responsibilities. There were decades during which a test
of the market could have been made, but wasn't. Even when the
Tract 1 sell-offs took place, three years later than they should
have, the Commission became interested only after a decision of

the Cost of Living Council had made action impossible.

C. The Staffing of the State Lands Division:

The City of Long Beach, operator of the East Wilmington
Field, had a total staff of 58 people in its Department of 0il
Properties in June 1974. These people are responsible for super-
vising the entire City and State-owned o0il fields in the Long
Beach area tidelands, including 933 producing tidelands wells,
322 onshore wells, and 296 water injection wells (as of June 30,
1973). This constitutes a decline from the peak of 64 staff
positions.

The Division has authorization for 41 people in the Long
Beach office. Their function is to check on the Long Beach staff
activities relating to the State's share of the tidelands.

The real work load on the Division's staff comes during the
development phase of an oil field. The critical decisions are
those involved in proving the field, outlining it, testing for
depth, and selecting the best method of producing it. Those
decisions were made several years ago, and substantially carried
out more than four years ago.

By June 30, 1973, THUMS had drilled at least 509 producing
wells. Of these, 404 had been completed by June 1969, and the
other 105 were completed by June 1973. The Annual Report of the
Division of 0il Properties for 1969-1970 said:
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"most of the drilling activity during the year was

in the Long Beach Unit where 72 wells were completed.

Over* 90 per cent of total planned wells have been drilled

in this new field, where development started just five

years ago."

Fiscal 1969-1970 was also the year of peak production from
the field; production has declined about one-fourth since then.

With the policy decided, the heavy drilling program com-
pleted except for 6-16 wells a year (as compared with nearly 200
a year in the peak years) and the actual production going down,
the Committee is critical of the Division maintaining a ratio of
two of its staff to check on the work of three of the Long Beach
City staff - especially when some of the Long Beach activity is
not within the purview of the State.

The Committee is even more critical of the fact that there
is no one on the Commission's Long Beach staff who has any exper-
tise in the vital areas of crude oil marketing, crude o0il exchange
accounting and analysis, or refinery valuation. The vast amounts
of‘crude 0il the State sells mandate that expertise is necessary
in guiding the choices and timing of sell-offs, and in analyzing
the exchange data which the Division should have to ensure that
the State is getting its due under the contracts.

There are the classical signs of a bureaucracy. The pro-
fessionals in the Diyision answer only to the Commission. The
members of the Commissiqn do not know whether the professionals
are doing an adequate job in their fields, and whether they are
posing as experts in related fields (such as crude oil marketing,

exchange accounting or refinery valuations). Only the Commission
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judges the Division and the Commission refuses to be judged.

Il REPORTS ON THE STATE LANDS COMMISSION PREPARED BY THE
AUDITOR GENERAL -

In 1971, the Chairman of the Committee issued several
requests to the Chairman of the Joint Legislative Audit Committee
for audits of the State Lands Division. His requests have gene-
rated five management reports.' These reports, each of which point
to faf1ures and inadequacies of the Division, are entitled:

A) State Lands Division - Review of Upper Newport Bay

Proposed Land Exchange;

B) Review of State Title to Certain Beach Property in
Coronado, California;

C) State Lands Commission - Report on Transportation
Allowances and in Calculating State 0il Royalties -
Santa Barbara and Huntington Beach Areas;

D) Report on State Crude 0il Royalties; and

E) Review of State Tidelands Leases Executed by the
State Lands Commission with 0il Companies and
Public Utitlities.

We will deal with each of the above reports in summary
manner. Copies of the full text of each of the reports can be
obtained from the Office of Vincent Thomas, Chairman of the

Joint Legislative Audit Committee.

A. Review of Upger Newport Bay Proposed Land Exchange -
Completed 8-1972

A clear example of the failure of the Commission to take
appropriate, direct affirmative action is provided by the sequence
of events relating to the Upper Newport Bay Land Exchange between

a large private land company and Orange County.
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The proposed land exchange was intended to pave the way for
a land company development of the Upper Newport Bay into a resi-
dential harbor oriented toward private waterfront residences.
This land exchange involved a trade of public trust tidelands and
submerged lands in the upper bay for private uplands and three
islands owned by the company.

Under the applicable statutes, before such an exchange can

be consummated, the Commission must find that:

a) The State lands which are to be exchanged are no
longer useful for the trust purposes of navigation,
commerce, and fishing;

b) The lands to be received in exchange for tidelands
are at least of equal value to that to be given up;

c) The exchange is in the best interest of the State.

In accepting the written recommendations of the Division

staff, the Commission found that "the ultimate outcome would be
a distinct loss in value when measured in the scale of Statewide
public interest".

1. It cannot be established clearly that all the lands
which are to be exchanged are no longer useful for
navigation, commerce, and fishing.'

"2. Realignment and relocation of the public waterways
as proposed would diminish the greater public use
which could be developed otherwise.

"3. Removing the burden of easement and enlarging the
(company) lands into usable private areas would be
a purely local benefit which would convert public

waterways into a captive waterway primarily for the
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use of the private residential boat owners who would
occupy the created area and dominate the bay.

"4, The project would create commercial areas completely
privately controlled which could add to the prepon-
derant private domination of the bay."

Thirteen months later, on September 25, 1967, a new Com-

mission approved the same exchange without rebutting or overcom-
ing the original, explicit objections cited earlier in denying

the exchange.

B. Review of State Title to Certain Beach Property in
Coronado, California

The actions of the Division and the Commission regarding
State title to beach property in Coronado show complete disregard
for the besf interests of the State.

The boundary line agreement, requested by the private owners,
was approved in the near record time of two months and without the
benefit of a complete survey by State engineers. A spot check by
State engineers of the property owners' survey of the mean high tide
line found discrepancies of up to seventy-five (75) feet and still
a complete survey was not done.

The mean high tide, drawn by the property owners and ap-
proved by the Division, fell exactly on the line beyond which the
property owners could not build any major structures. It seems
highly unlikely that these two lines would correspond exactly. It
is much more Tikely that the line agreed to by the Division was a
line to accommodate the owners.

This boundary line agreement, detrimental to the public
interests, was agreed to by the Division when several other options

were open. Among the available options were litigation to determine
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the line of State ownership, litigation to preserve the public's
right to use the entire beach, and trying to reach an agreement
on a line which provided the public with an adequate beach for
recreational purposes,

A private citizen, William J. 0'Connell, outraged by the
boundary line agreement, filed a suit in San Diego Superior Court
against the owners in an effort to secure public access to the
beach. The Division, again ignoring the best interests of the
public, declined to assist in the suit or to request the Attorney
General to do so.

The negotiated settlement of the suit was somewhat helpful
to the public. However, the Commission's help would have put
0'Connell in a stronger bargaining position. The negotiated set-
tlement reflected not only the strength of the legal position of
each side, but also power and financial ability to pursue the case.

A special counsel hired by the City of Coronado, indicated
to the City that a suit to recover public access of the beach could
be won. If the City had sued and won title to the land, it would
have belonged to the State. However, the Attorney General declined
to enter the suit on behalf of the State.

While the City of Coronado was negotiating with the owners
for more public beach, the Commission refused to allow the City to
see a report detailing the problems in the Coronado beach area.

More vigorous and thorough action on the part of the Com-
mission and the Division, or at least cooperation with those who
were fighting for the people's right to the beach, could have

resulted in a settlement much more favorable to the public.
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C. State Lands Commission Report on Transportation
Allowances and in Calculating State 0il Royalties:
Santa Barbara and Huntington Beach Areas

This report implies that the Commission has failed to maxi-
mize the State's revenue from royalty oil by allowing the oil com-
panies holding leases in the Santa Barbara and Huntington Beach
areas to deduct transportation costs in valuing State royalty oil.
No specific provision is made in the Public Resources Code for
transportation allowances. Moreover, prior to allowing the trans-
portation costs in individual cases, the Division failed to make
any meaningful studies of appropriate costs. This seems to be an
indication of the non-critical attitude of the Division, the lack
of staff expertise, and the willingness of the Commission to be
led by the o0il companies whose interests are obviously not con-
current with the State's interests.

According to the contracts used by the Commission, when the
State takes its royalty oil in cash rather than in kind, "the mar-
ket price at the well shall be determined by the State", and "the
market price determined by the State shall not be less than the
highest price in the nearest field in the State of California at
which o0il of like gravity and quality is being sold in substantial
quantities..."

Public Resources Code Section 6827 requires that the State's
royalty be based on the ﬁcurrent market price at the well" less a
dehydration and treatment allowance. No mention is made of trans-
portation allowances.

The Monterey 0i1 Company constructed the first offshore
drilling island on State tidelands and asked the State to assume

the cost of transporting the oil onshore. 1In 1956, following
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review by the Executive Officer of the Division and an Assistant
Attorney General, the first transportation allowance was approved
for this company. Subsequent leases provided for a transportation
allowance. Apparently, no further review has been made as to the
soundness of the original decision to allow transportation allow-
ances.

There are now a total of thirteen (13) leases where a

transportation allowance is being taken. $1.9 million in trans-

portation allowances have been deducted from State royalty oil
payments through December 31, 1971.

Of that $1.9 million, $944,000 were attributed to lease
P.R.C. 2207, where a $.1988 per barrel transportation allowance
was used in calculating the cash value of the royalty oil. There
is, however, no breakdown in the Division files of the specific
costs nor indication of the estimated production rate used in
determining this particular rate. For other leases, there is a
similar failure to justify the specific costs that were allowed.
Also, for a number of leases, certain allowances were recommended
in reports while other, higher rates were actually granted.

D. Report on State Crude 011 Royalties

This report by the Joint Legislative Audit Committee recom-
mended a study be made to "determine the feasibility of contract-
ing directly with a refinery for converting the State crude 0il into
gasoline and other products needed by the State and local govern-
mental agencies".

The Commission has done nothing positive to implement this
proposal, but rather has opposed legislative attempts to imple-

mentation.
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The Committee calls attention to the fact that the Division
is on record opposing both AB 2684 (December 5, 1973) and AB 3488
(March 20, 1974). These bills proposed two different methods of
retaining State control of oil owned by the State or produced from
State-owned lands, for refining under contract to the State and
for subsequent allocation to public agencies to maintain essential

public services.

E. Review of State Tidelands Leases Executed by the State

State revenues would increase by more than $2 million an-
nually if the Commission would charge public utility and oil com-
panies a reasonable price for the use of marine terminal facilities.

Lease rates are set by the Commission at about six per cent
(6%) of the appraised value of the land. The appraised value is
arbitrarily set by the Division and does not reflect the value of
the facilities to the lessee.

Although the Commission has been increasing revenue by
raising renewal rates, the State's income is still incredibly low.
The top State lease brings in $900.32 per acre annually while the
Port of Long Beach has a‘1ease with Atlantic Richfield that brings
more than $7,500 per acre annually to Long Beach.

Long Beach charges 3/4 cents per barrel on all petroleum
and related products loaded or unloaded through private pipelines
in their port. The Port of Los Angeles charges 1/2 cent per
barrel. A recommendation by the Auditor General that the Commis-
sion charge one cent per barrel has brought no action from the

Commission,
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The $200,000 annually the State currently earns could be
doubled within the first two years and total a minimum of $2.4
million annually once all leases have been renewed, if the Com-
mission adopted the Auditor General's recommendation to charge
one cent per barrel. _

An additional failure by the Commission has cost the State
hundreds of thousands of dollars. The Commission does not charge
interest on retroactive lease payments. While negotiations on a
lease agreement may last for years, no interest is charged by the
Commission once an agreement is reached.

Continued inaction by the Commission will result in addi-
tional losses of revenue and prolong the period needed to correct
the situation because lease renewals aré continually being
negotiated.

v COMMITTEE COMMENTS ON REPORTS PREPARED BY AUDITOR GENERAL

In the audits performed by the Joint Legislative Audit
Committee, we see a continual application of nonfeasance in the
administration of the Division and, in some cases, such as the
Upper Newport Land Exchange, a reversal of the stated position
without any explanation as to the reasons for the reversal.

v FUTURE REPORTS IN THIS SERIES

This is the first in a series of reports on the development
of o0il in the California Tidelands. It, as well as those to follow,
contains specific findings of fact with respect to the mal-adminis-
tration of California's crude oil resources and other activities
of the State Lands Commission,

The tens of thousands of documents the Committee has received

from seven of the major integrated oil companies will be analyzed
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in the forthcoming reports,

The final report in the series will make positive recom-
mendations of the Legislative, Executive and Administrative
changes necessary to assure the protection of California's vital

natural resources.
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